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POR LHe ee LRG UI 


LEONARD LUNDGREN and EVELYN 
R. LUNDGREN, 


Appellant, 
Ve 


COMMISSIONER OF INTERNAL 
REVENUE, 


Appellee. 


APPELLANTS' BRIEF 


Appeal from the Tax Court of the United States 


STATEMENT OF JURISDICTION 


This 1s an appeal from a decision of the Tax Court of the 
United States affirming a determination of the Commissioner of 
Internal Revenue which asserts a $25,040.01 Federal income tax 
deficiency against petitioners for the calendar year 1961 rather 
than allowing a $20,192.40 refund claimed by petitioner. Such 
decision of the Tax Court also nullifies a refund claim filed 
by petitioner for 1958 attributable to an operating loss carried 
back from 1961. If petitioners are entitled to a 1961 business 
bad debt deduction in the amount of $129,000, there is no defi- 


ciency for 1961, and the refunds will be allowed as claimed. 


Appellate jurisdiction and the venue are granted this Court by 26 
Ueoween., cee. (482 (a) and 7482(b) (1). The Wax Ceurt had the 


jmeisdvetion by virtue of 26 U.S.C.A., Sec. 7442. 


STATEMENT OF THE CASE 

Leonard Lundgren and Evelyn R. Lundgren, husband and wife, 
are residents of Oregon. Evelyn R. Lundgren is a party to the 
proceedings only because she filed a joint income tax return 
with Leonard Lundgren. 

Petitioners are entitled to deduct the $129,000 from ordi- 
nary income under the bad debt provisions of Sec. 166, provided 
the debt escapes classification as a nonbusiness debt. Sec. 166 
(d) (2) defines a nonbusiness debt as follows: 


"...the term ‘nonbusiness debt' means a debt 
other than - 


(A) a debt created or acquired (as the case 
may be) in connection with a trade or 
business of the taxpayer; or 

(B) a debt the loss from the worthlessness 
of which is incurred in the taxpayer's 
trade or business." 

The Tax Court held the advances of $144,968.55 were "nonbusSiness 
debts", and the Tax Court expressed doubt as to whether the 
advances constituted genuine indebtedness as contrasted to equity 
Capital. There is no controversy concerning the facts set forth 
below. They are either direct, or substantially direct, quota- 
tions from the stipulation and Tax Court findings, or are based 


upon uncontradicted testimony. The issues solely relate to the 


conclusions which should be drawn from the uncontested facts. 


wen Crdmoece Ltr Or Che BeCCOCa COnsises CE “wo VOLUMES. 
Volume I containing the stipulation of the parties and the 
Tax Court's memorandum findings of fact and opinion is herein 
referred to as "R". Volume II containing the report of the 
proceedings before the Tax Court is herein referred to as 
"Tr", and has been corrected by stipulation (R 66) to delete 
‘the term "depreciation" and substitute the term "appreciation" 
on pages 24, 29, 32, 33, 34 and 49. All the exhibits are 
joint exhibits of the parties admitted under the stipulation. 

Leonard Lundgren (hereinafter called "Petitioner") has 
been engaged in the timber and lumber manufacturing business 
during his adult life. He has conducted this business 
through proprietorships, partnerships and corporations (R 17- 
18). One of the corporations is RushMore Lumber Company a 
South Dakota corporation (herein called "RushMore"). Petition- 
er advanced sums aggregating $144,968.55 to RushMore and in 
1961 Petitioner charged off as worthless $129,000 of such 
Sil44¢968.55f It is stipulated that if the $144,968.55 in 
advances represent indebtedness rather than equity capital, 
the advances became worthless during 1961 to the extent of 
o129,000 {R 18-19). 

Prior to the formation of RushMore, Petitioner carried 
on businesses under the name of Leonard Lundgren Lumber Company, 
a partnership consisting of Petitioner, his brother, Raymond 
B. Lundgren, and Orville A. Young (R19). The partnership was 
formed in 1951, and prior thereto Petitioner conducted a 
lumber manufacturing and sales business as a sole proprietor- 


ship in and around Bend, Oregon (R 32). 


Uncles anagreement dated Pebruary 15, 1956 (fxn 2-8), alll 
of the assets of the partnership, Leonard Lundgren Lumber Com- 
pany, were transferred to two corporations. The major portion 
of the partnership assets (subject to all the liabilities) were 
transferred to Lelco, Inc.; and the balance of the partnership 
assets consisting of a portable sawmill and related property 
were transferred to RushMore for $100,000 aggregate par value 
of RushMore common stock. The RushMore stock (as well as the 
Lelco, Inc. stock) was issued to the partners in proportion to 
their partnership interests: Leonard Lundgren 70%, Raymond B. 
Lundgren 20% and Orville A. Young 10% (R19). The partnership 
assets transferred to RushMore for the $100,000 in common 
stock were worth amen: 

Immediately after transfer of the portable sawmill and re- 
lated assets to RushMore in exchange for $100,000 of stock, 
RushMore received an additional $25,000 in cash from the sale 
of 25,000 shares of capital stock (R 21-22). This gave Rush- 


More $125,000 in capital stock owned as follows: 


No. of Shares Percentage of 

2.00 seer Shere Ownership 
Leonard and Evelyn Lundgren 74,500 Do ola 
Raymond L. Lundgren Pass AONONG) 16 Fe 
Orville A. Young Jel 5 O08, 8.8% 
Others 197500 15.6% 

Total 125, O00 
ale Prior to the Tax Court hearing, the Commissioner questioned 


whether the assets transferred to RushMore were worth $100,000. 
Consequently, many of the stipulated facts and much of the evi- 
dence were directed to this valuation question. In his Tax Court 
brief, the Commissioner did not question the $100,000 valuation 
or press a "thin incorporation" contention. It is assumed that 
the Commissioner will not question the $100,000 valuation on this 
appeal, so facts relating to the $100,000 valuation are not pre- 
sented or discussed herein. 


In 1959, RusnMore acquired 9,000 shares of stock from certain of 
the “others" which acquisition increased the percentage interest 
of tne taxpayer and his wife to 65.35%. There have been no sub- 
sequent changes in this stock ownership (R 21-22). 

The lumber manufacturing activities of the partnership 
and predecessor proprietorshiv took vlace in Oregon. lLelco, Inc. 
took over and continued the Oregon operations of the partnership, 
minus the portable sawmill and related assets. The portable 
Sawmill and related assets transferred to RushMore were moved 
from Oregon to the plant site of RushMore in South Dakota (Tr38- 
39). The South Dakota venture of RushMore was motivated by 
Petitioner's belief that a good opportunity existed for the 
purchase of timber in South Dakota and the resale of the timber 
by Petitioner to RushMore at a profit. This opportunity was 
believed to exist because of the lack of competition in the bid- 
ding for United States Forest Service timber available in the 
South Dakota area (Tr 54). 

To obtain funds for improving the sawmill, installing dry 
kilns and a planing mill at its South Dakota site, RushMore 
filed an application (Ex 5-E) dated July 27, 1956 with the 
Small Business Administration for a loan of $250,000, repayable 
over a ten-year period. The SBA loan application contained a 
number of exhibits. Exhibit 5 to the application was a fore- 
cast of cash receipts and disbursements of RushMore for the 
period July 1, 1956 to June 30, 1957. This forecast showed 
temporary advances of $115,859 to be made by Petitioner during 
July, August and September of 1956 which advances (according to 


the forecast) would be repaid during October, November and 


vecembper, 175909, ana January, tdoo/e. line LOrecast Crurcner speci-~ 
fied the repayment during February, March and April, 1957 of 

Ss 000 1h notes owed to Lelco, Inc. and $29,000 in notes owed 

to Petitioner for advances previously made. 

The SBA granted the loan of $250,000 under conditions set 
forth in a loan authorization. The loan authorization did not 
approve the requested ten-year repayment term, or approve the 
projected repayment of Petitioner's $144,859 in advances by May, 
1957. Rather, the SBA required repayment of the SBA loan in 
six years (rather than ten), and required that Petitioner's 
advances of $144,859 be subordinated to the SBA loan through 
the execution of a standby agreement (Ex 15-0). 

Conditions of the SBA loan authorization were met, and 
the SBA loan was evidenced by a promissory note for $250,000 
dated September 21, 1956 (Ex 9-I) payable in installments of 
$4,500 per month which included interest at the rate of 6% per 
annum, with complete payment being due on or before six years 
from September 21, 1956. The SBA note was secured by a first 
mortgage (Ex 10-J), and Petitioner guaranteed repayment (Ex 13-M). 
The loan agreement (Ex 12-L) Sue ibieeas eucmtoes from paying 
dividends and from making distributions upon or in redemption 
of its stock. 

Advances of $115,968.55 were made by Petitioner pursuant 
to the SBA loan authorization in addition to the original $29,000. 
The aggregate advances of $144,968.55 were evidenced by unsecured 
demand promissory notes bearing 4% interest. Copies of these 
notes are attached to Exhibit 15-0, the standby agreement exe- 


cuted by Petitioner. The SBA loan application (Ex 5-E) and the 


SBA loan authorization (Ex 7-G) referred to Petitioner's advances 
as loans. The standby agreement (Ex 15-0) refers to Petitioner's 
advances as amounts owing to Petitioner evidenced by attached 
copies of the $144,968.55 in notes. A pro forma balance sheet 
prepared by a representative of the SBA (Ex 6-F, Tr 98) showed 
Petitioner's advances as liabilities. Nowhere and at no time did 
Petitioner, the SBA, or anyone else, refer to or regard Petitioner’ 
advances as equity capital or as anything other than debt obliga- 
tions. The notes were not subordinated by Petitioner to any 
creditor other than the SBA. 

Petitioner thought RushMore had ample equity capital based 
upon his past mode of operation and past experience in Oregon 
(Tr 21). The RushMore operation did not commence generating 
profits with the same facility in South Dakota as had Petitioner's 
Operations in Oregon. What worked out well in Oregon did not work 
out so well in South Dakota (Tr 25-26). After encountering 
Gutpucmukeaes an 1956, 1957 and 1958, things began to iron out 
in 1959 and there was a climb in the lumber market. The fiscal 
year ended March 31, 1960 was RushMore's best year (Tr 65). Thing: 
were going much better in 1960 when, on June 28, 1960, fire des- 
troyed the sawmill and certain related facilities (Tr 65 and R 28). 
RushMore received insurance proceeds of $124,307.24, for the des- 
troyed assets (R 29). The SBA required that the insurance proceed: 
be applied against the first mortgage indebtedness (R 29). The 
SBA was paid in full as shown on Exhibit 28-AB (R 29). The lumber 
market took a drop in the last quarter of 1960 (Tr65-66). RushMore 


never resumed operations after the fire (R 29). 


Petitioner never sold stock in a corporation which he 
formed or caused to be formed or in a corporation controlled 
by him (R 35). The economic benefits which Petitioner sought 
from his corporations were compensation for services rendered 
and/or profit from the sale of timber by Petitioner to the 
corporations. Petitioner realized both of these economic 
benefits from Lelco, Inc. Over a period of years, Petitioner 
sold large quantities of timber to the partnership predecessor | 
of Lelco, Inc. and such timber sales were continued to Lelco, 
Inc. after its formation (R 47). The sales were in Oregon and 
the business was profitable (R52). Petitioner received com- 
pensation from Lelco, Inc. for services performed as president 
(R 47). Petitioner also received a salary from Lundgren Sales 
Corporation (R 47), a corporation formed in 1952, owned by 
Petitioner and his wife, which sold lumber produced by the 
Paremecship until the incorporation of Lelco, Ine. in 1956, and 
thereafter sold lumber produced by Lelco, Inc. and RushMore. 
The compensation paid Petitioner by Lelco, Inc. and Lundgren 
Sales Corporation is set forth on Exhibit 45-AS. 

Petitioner did not form RushMore with the intention of 
selling the stock at a profit or receive any dividends (R 35-36). 
Petitioner expected to receive the same economic benefits from 
RushMore as he received from Lelco, Inc. and Lundgren Sales 
Corporation, - compensation for services rendered and profits 
from the sale of timber (Tr24, 34). Realization of these eco- 
nomic benefits was suspended by restrictions imposed as condi- 
tions to the SBA loan which restrictions and their impact are 


related in the next two paragraphs. 


poe Vitek LCI AY SES Lh LO EUV AMO ELIE LIU SUV 
Sation of any kind shall be paid to any officers of RushMore 
WiEMOlG DOrlOm Written approval of the SBA? ~Thais restriction 
did not prevent Petitioner from being an officer of RushMore 
or performing services for it. Petitioner was president of 
RushMore from the time of its formation (Ex 5-E), and Petitioner 
performed services for RushMore in addition to the services 
performed for Lelco, Inc. and Lundgren Sales Corporation (R 47). 
Petitioner intended to take a salary from RushMore after the 
SBA restriction was removed. (Tr 34). | 

In anticipation of RushMore's timber needs, Petitioner 
acquired two Forest Service timber contracts entitling him to 
purcnase approximately 28,000,000 feet of timber in the Black 
Hills area of South Dakota. Petitioner informed RushMore that 
he would make this timber available if and when needed by Rush- 
More (Ex 6 to Ex 5-E). It was Petitioner's intention to sell 
such timber and subsequently acquired timber, to RushMore at 
the market price when delivered following the pattern employed 
in the case of the predecessor partnership and Lelco, Inc. 
which would give Petitioner a profit in the amount of any 
appreciation in timber values between the date of acquisition 
and date of sale to RushMore (Tr 23-24, 54). Carrying out of 
this intention was precluded by an SBA loan requirement that 
Petitioner sell at his cost the timber covered by the two 
Forest Service contracts (R 47) and that Petitioner sell any 
subsequently acquired timber to RushMore at cost (R 52). 


Because of this SBA restriction, Petitioner had RushMore take 


supsequent Frorest vcervice timper contracts in KusnMore’ s own 
name which saved the paper work of transferring the timber 
from Petitioner to RushMore at cost (Tr 33-34), but this did 
not represent a deviation from Petitioner's intention to sell 
timber at a profit after elimination of the SBA restrictions 
(Tr 24, 34, 54). It was necessary for Petitioner to become 
personally liable on the required performance bonds when 
RushMore took Forest Service timber contracts in its own 
mame (Tr 42, R44). 

The Commissioner presented no witnesses, and no evidence 


other than the joint exhibits. 
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Petitioners contend that the Tax Court of the United 
States erred as follows in denying a business bad debt de- 
duction to Petitioners in the amount of $129,000 for the 
year 1961: 

ie Im failing to Conclude that Petitioners activi- 

ties connected with RushMore constituted the con- 


duct of a trade or business. 


2% In failing to conclude that a proximate relation- 
ship existed between: 


(i) Petitioner’s advances om 51447968-°55 to 
RushMore; and 


(ii) Petitioner's trade or business activi- 
ties connected with RushMore. 
B im failing to Conclude ehae a proximate Z£elation-— 
ship existed between: 


(i) Petitioner's advances of $144,968.55 to 
RushMore; and 


(ii) Petitioner's trades and businesses activi- 
ties connected with business entities in general 
or connected with Lelco, Inc. and Lundgren Sales 
CGrpeGration in paweicular} 

the Tax Court having recognized that Petitioner's 
activities in regard to business entities in general, 
ana Lelco, Inc. and Lundgren Sales Corporation in 


particular, constituted the conduct of trades or 


businesses. 


4. In expressing doubts as to whether Petitioner's ad- 
vances of $144,968.55 created a genuine indebted- 


ness rather than equity contributions. 


Trade or Business - 
these soectni Catton Of Error 


Petitioner contends that Die tac iyaneleomeonneevea wlth 

Plentiose constituted the- conduct ci two trades Or businesses, 

(i) the trade or business of performing services 

for RushMore as an officer and employee; and 
(ii) the trade or business of selling timber to 
RushMore. 

hae Tex Court bases lts conclusion that Petitioner was not 
engaged in the trade or business of performing services for 
RushMore solely upon the fact that Petitioner never received 
eee icom RushMore, the payment Of a Salary tbermg precilud— 
ed by SBA first mortgage loan restrictions. The Tax Court 
Daseseites Conclusion that Petitioner was not engaged in the 
trade or business of selling timber to RushMore solely upon 
the fact that Petitioner never sold timber to RushMore at a 
Dogue. ene SBA Loan Conditions requiring that Petitioner 
sell timber to RushMore at cost. The conclusion of tne Tax 
Court that there must be some actual income realization 
before activities warrant recognition as the conduct of a 
imedeomon OUSiNness Commlicts with the Opinion of this Court 
Pome ieee y. COMMissTOoners, 315 P.za /3l (Sen Giese 1963). 
Under the doctrine of Hirsch v. Commissioner, supra, an 
activity constitutes the conduct of a trade or business when 
the dominant intent behind the activity is to ulttmately make 


Bee GOtbewirom ENG ackivities. Immediate profile is not neces- 


The Tax Court relies upon a quotation from Whipple v. 
Commissioner, 373 U.S. 193 at 204 (1963) that the taxpayer 
Pacemot collected a salary and was not Owed one. When the 
Tax Courtc'’s quotation from Whipple is viewed in the full 
context of the Supreme Court's opinion, there is no conflict 
with Hirsch. Rather, the approaches and conclusions of 
Whipple and Hirsch are most compatible, botn applying 
fitieglar tests. Both the approaches of Whipele and Hirsch 
reach the conclusion that activity of a taxpayer connected 
Teaeenis Comerolled corporation Gees not censSticuce Ene con- 
duct of a trade or business when the sole or primary 
monetary remuneration sought from the activity is apprecia- 
MiOnmim Valwe Or the stock and divi@enas upon the seock, — 
the return of an investor. eae eeeneA of an investor's 
BoEinnecia noe Luxnish the) primary Economic motivacren Lor 
Petitioner's activities connected with RushMore. As stipu- 
tweed ene, rowmad by the Tax Ceuat, Petitzoner did mot Form 
RushMore with the intention of selling the stock ais a Deon le 
or receiving any dividends. This confirms Petitioner's 
corroborated testimony that he was motivated by the expecta- 
tion of ultimately receiving when permitted by elimination 
Stamens seh loan restrictions: 


(1) salary for services rendered to RushMore; 
and | 


(1) emonit from the Sale or timber co RushMore. 


Remoteness of the anticipated remuneration becomes a 
factor only when it casts coubt upon the actuality of the 
expectation. Everything is motivated by something and the 
Commissioner has not suggested any motivation other than 


the abovementioned expectations of Petitioner. 


Proximate Relationship - 
S-ecenag and Third 
Beceirications of Error 

A proximate relationship exists between a loan and 
the economic motivation for the loan. In most cases in- 
volving loans by stockholders to controlled corporations, 
the problem is determining the priority between: (i) trade 
or business motivation, and (ii) motivation attributable to 
stock investment. Motivation attributable to stock invest- 
ment is eliminated by the stipulation and Tax Court finding 
that Petitioner did not form RushMore with the intention 
of selling the stock at a profit or receiving any dividends. 
With this nonqualifying motivation eliminated, the only 
motivating candidate is compensation for services rendered 
and the gain from the sale of timber which Petitioner 
expected to receive after elimination of the SBA loan 
restrictions. Where loans are motivated by trade or busi- 
ness considerations with no competing, nonqualifying moti- 
vation, the loans are obviously “created in connection with 
a trade or business of the taxpayer". Nothing more is re- 
quired to satisfy the nonbusiness debt exclusion under Sec. 
166 (ay @2) (A). 


The preceding argument (encompassing the first and 


second specifications GG Terror) Pigimiaci iy concerns the activi- 
ties of Petitioner connected with RushMore. Petitioner was 
eeoeecrIVve In connection Witt cwo Ocker Gemeesaelonsc, Lelco, 
fInc. and Lundgren Sales Corporation. The Tax Court found 
that Petitioner was engaged in the trace or business of 
memeeoring services to Lelco, inc. and Lundgren Sabes Corpora- 
miemeas “OLricer and employee, anc the Tax Court found 
Petitioner was engaged in the trade or business of selling 
minesewee Lelco, Inc. The scone of Petitioner’ s trade or 
Pteiness Activities should be expressed in general terms, - 
as rendering: services as an officer and emplovee of corpora- 
~jroms, and Selling timber to entities Eor prorit. Wiren 
Pp sooeee ii these general terms; witseuc Timivatron 2o any 
Ctmenollem COLDOration or entity, Petitioner"Ss activities 
in connection with RushMore are just as much within the 
scope of such trades or businesses as Petitioner's activities 
Pimcrnicceton wwith belco, Ine. and Lundgren Sales Comporation. 
Creation of a new corporate employer and creation of a new 
purchaser for timber augments and expands the trades or 
businesses of rendering services to corporations and selling 
timber to entities. 

Even if the scope of the trades or businesses in which 
Petitioner is engaged is limited to rendering services as 
an officer and employee of Lelco, Inc. and Lundgren Sales 
Scoreetdrelan ama Limlced LO Ene Selling o£ Ember to Lelco, 
inc., there is a proximate relationship between such trades 


Saeeucmpesoces ana tne loans to RushMore. 


Posee VS. OULCY 

Moitene Has always been the touchstome of this Court's 
approach to the debt vs. ecuity issue. When, as here, the 
transaction is highly documented and the instruments in- 
volved are conventional in form with no ambiguities, the 
beeeewevicence Of the intent of ene parties 15 the mani- 
restaticon thereof contained in the instruments, at least 
Pee MercOnrlige@ing intena to -ecisclosed by Ene conduce of 
the parties. 

The promissory notes recresenting Petitioner's ad- 
vances were conventional in form and subordinated only to 
tne SBA first mortgage. This furnishes strong, 1£ not 
conclusive, evidence of intent to create an indebtedness. 
Other documentation likewise Supports debt recognition. 
iene 1S mer comi licking ceomeuer. or Ene barties. 

EonGring all the individualized manifestation of 
iGtene, che Tax Court applies objective Standards of 
whether an outside source would have made the advances, 
and whether the advances were put at the risk of the busi- 
ness to a greater extent than the Tax Court deems proper 
UMeeGeles VErSiOmMnvGr @rucene COrpoOralLe Financing. Such 
aporoach of the Tax Court is a warmed over version of the 
mmcols enolovyed iil don Ss. felt, 20 CCH Tax Ct. Mem. 1135 
CISCO lL) Fewhich this Course held to be clearly erroneous in 


ose ommuss Loner, 54 ©.2a 620 (9En- Cir, 1963). 


ay 


Miko poe eel TCA Ole r ARO 


Diew lac eCourte eCYYedadn (Alling wLOueCOnGen Ce =riuE Peli 
ttoner's acttvittes connected with RushMore constituted the 


conduet of a trade or business. 


ARGUMENT 
Pibenouch the Tax Court found hak Peteerener was en 
gaged in the trade or business of rendering services to 


iewieo, Ime. anc Lundgren Sales Corporation as Offices: and 
2 


employee (R 50, 52), and engaged in the trade or business 


Gemseliyng timoer to Lelco, Inc. and Ghe prececescor 
3 
Metmrmeccism. (Rh 50, 52), the Tax Court heldwinan Porreroner 


2 tne ollowing cases Cited in, Petitioner Sylax Court 
Pistemesiio~oOrte the PYODOSILION that Eke Serrormance or 
services constitutes the conduct of a trade or business: 
H@meec@ 72 hl Corson, 230 F.2c° 906 at 000 G12.) 2c Cr eo 56) 
Vesaeewev. vineeen States, 254 Fo20 bes CAS Sem Cie. 195d), 
oe ehe comes 02/705 Trent ve. Commuss ones 29) t.2c 06? 
(Gi ewooreiw. 1961), 6i=2 USEC bara “9506. 


3 iweezer Vv. COMmltsstanen,, 284 en oe S23 eee Fen 
Gia log aetG., 32.0.6, 1G! (Peso) firs Counce ee imica tae 
conclusion of the Tax Court that timber was held primarily 
Bermmocle eC CUScOMer Ss It ENG SGrainary Collmse OF Eeace: OF 
business where timber from several tracts was sold by a 
PevuteG@agio LO ad COMELOlIed CoOvecretion. HE Limecr se °neid 
primarily for sale to customers in the ordinary course of 
business, the holder is engaged in the trade or business of 
Souilgne timoecr. whe fact thai the seller may claim capital 
Gain con timber sales under Sec. 631(5) does not affect the 
conclusion that he is engaged in a trade or business. 
Regulation 1.631-2(a) expressly relates that capital gain 
is recognized under Sec. 631(b) regardless of whetner timber 
iS property held by the taxpayer primaril MerEee Sele tO 
customers in the ordinary course of his trade or business. 


was not engaged in any such trades or businesses so far as 
RushMore was concerned (R52). This holding was made by 
the Tax Court despite the following findings in regard to 
Petitioner's activities and expectations connected with 
RushMore : 
Petitioner performed services for RushMore 
(as well as Lelco, Inc. and Lundgren Sales 
Corporation), and Petitioner would have received 
a salary from RushMore if it were not for the 
SBA restriction prohibiting the payment of 


salaries to officers (R 47). 


Petitioner sold two timber sales contracts 
to RushMore at cost (R 43). These contracts 
were sold to RushMore at cost (rather than the 
timber being sold to RushMore at a profit) be- 
cause of a condition in the SBA loan authoriza- 
tion (R 47). Petitioner hoped to sell timber 
to RushMore at a profit after retirement of the 
SBA loan and elimination of the SBA restriction 
(ReS2)t 

Tie Max Comet bases its Conclusion Git Pet rcioner: s 
activities connected with RushMore did not constitute the 
conduct of a trade or business solely upon the fact that 
Petitioner never received a salary from RushMore and never 
sold timber to RushMore at a profit. The question, then, 
is whether there must be some actual realization of the 
motivating monetary remuneration before activities warrant 


recognition as the conduct of a trade or business? A similar 


question was faced by this Court in Hirsch v. Commissioner, 
Sreomeaca JS.) (9th Cir. 1963) 2 

The issue in Hirsch v. Commissioner, supra, was 
whether executive activities of a corporate officer amounted 
to the conduct of a trade or business so as to permit 
deduction of claimed business expenses and deduction of a 
Claimed bad debt. No compensation had actually been received 
by the executive for his activities. If failure to receive 
Monetary remuneration precludes activities from being con- 
sidered the conduct of a trade or business, this Court would 
have so stated in Hirsch. Instead, the following quotation 
from Hirsch makes it clear that actual realization of the 
anticipated monetary remuneration is not required if the 
dominant intent is to ultimately make a profit or income 
from the activities cited as constituting the conduct of a 
trade or business (315 F.2d 731 at 736): 

",.e.While the expectation of the taxpayer need 
not be reasonable, and tmmedtate proftt from the 
business ts not necessary, nevertheless, the 
basic and dominant intent behind the taxpayer's 
activities, out of which the claimed expenses or 
debts were incurred, must be ulttmately to make 
a profit or income from those very same activities." 
(emphasis added). 

As authority for its holding that the services performed 
by Petitioner as president of RushMore did not constitute the 
conduct of a trade or business, the Tax Court relies upon the 
following quotation from Whipple v. Commissioner, 373 U.S. 


a er ee 


poseae, 2046 (1963) : 


"| ..Noxr need we consider or deal with those cases 
VOUehenOla that working a5 ec COmeG@-eate SxeCucive fox 
a Salary may be a trade or business, E.g., Trent v. 
Commissioner, 291 f.20 560 (Cee Gdeel i) or Deri ton 
er made no such claim in either the Tax Court or the 
Court of Appeals and, in any event, the contention 
would be groundless on this record since tt was not 
shown that he has collected a salary from Misston 
Orange or that he was owed one." (Emphasis added). 


Whipple v. Commissioner was decided by the Supreme Court in 
May, 1963 after Hirsch v. Commissioner was decided by this 
Court in March, 1963. Does the above quotation from Whipple 
overrule the above quotation from Hirsch? 

When the Tax Court's quotation from Whipple is viewed 
in bite ful Gontext of the Supreme Court’s cpinien, there is 
neo Genftlict with Hirsch. Rather, the approaches and conclu- 
sions of Whipple and Hirsch are most compatible, both applying 
similar tests. The issue in Whipple was whether the devotion 
of substantial time and energies by a controlling stockholder 
to the affairs of his corporation for the purpose of recetving 
an tnvestor's return, amounts to oe conduct of a trade or 
business. After reviewing the line of cases which holds that 
investing is not a trade or business, no matter how extensive 
ine activity, the Supreme Court concluded in Whipple that the 
devotion of time and energies to the affairs of a controlled 
corporation, no matter how extensive, is not, in and of itself 


and without more, a trade or business when an tnvestor's 


return ts the only monetary benefit sought to be derived from 


See 


& 


the corporatton as a result of the devoted time and energtes. 
Zi the taxpayer in Whipple had contended that an economic 
motivation was the expectation of compensation for services 
rendered, such would have conflicted with the basic proposi- 
tion of Whipple that an investor's return was the only 

monetary remuneration the taxpayer sought from the corporation 
as the reward for his devotion of time and energies to its 
Eacowes. In the quotation from Whipple cited by the Tax Court, 
the Supreme Court merely assured itself that the status of 

the recerd, rather than oversight, accounted for the taxpayer's 
failure to make a contention which would have conflicted with 
the basic proposition. The Supreme Court did not discuss 
whether the expectation of future compensation for services 
rendered would have been the equivalent of present compensation 
actually received. This is understandable because a Court 


seldom considers the materiality of every eventuality when 


4 The key quotation from Whipple reads as follows (373 U.S. 
eit 2 02 "Devoting one's time and energies to the affairs of 
SRCetIeration 15 nOt Of atself, and without more a trade or 
business of the person so engaged. Though such activities may 
eraduce income, profit or gain in the form of dividends or 
enhancement in the value of an investment, this return is 
distinctive to the process of investing and is generated by 
the successful operation of the corporation's business as dis- 
tinguished from the trade or business of the taxpayer himself. 
When the only return ts that of an t~nvestor, the taxpayer 
fas Mot Satisfied his busyden of demonstrating that he is 
engaged in a trade or business since investing is not a trade 
or business and the return to the taxpayer, though substantial- 
ly the product of his services, legally arises not from his 
own trade or business but from that of the corporation." 
(emphasis added) 


ED 


To: 


rejecting the applicability of a contention which a party did 
Motemiacess suppose the record in Whimple Nad established that 
the economic benefit which the controlling stockholder expect- 
ed to derive from his activities connected with the corporation 
were Salary for services rendered and profit from the sale of 
timber to the corporation? 

That Hirsch v. Commissioner still represents the law on 
the subject is confirmed by LaMont v. Commissioner of Internal 
Revenue (2nd Cir. 1964) 339 F.2d 377. Decided more than an 
Peau dimeer the Supreme Court's decision in Whipple, waMont v. 
Commissioner cites Hirsch as follows (339 F.2d 377 at 380): 

"While the expectation of profit need not be 
a reasonable one, and the business need not 
realize an immediate profit, the activities must 
be "entered into and Carried Om in Gocd Eaith for 
Ene purpose of Making a DrOflt. Hrrsed vz 
Gemmussioner, SUpra; DOggectt Vo BuUrneer soz ADD: 
Bae. L03,)65 F.2e © ou (oe se oe! 

Although actual receipt of monetary benefit is not neces- 
sary for activities to constitute the conduct of a trade or 
business, the basic and dominant intent behind the taxpayer's 
activities must be ultimately to make a profit or income 
EPRomMecne aceavitzes. Im Hirsch, thas Co™irt sustagmed the 
GCencilusien of the Tax Court that the taxpayer's activities 
as corporate executive were not motivated by the expectation 
of compensation when the business became successful. Rather, 
the Tax Court found the executive activities were motivated 
by the taxpayer's extensive bond holdings in the subject 
corporation, and by the taxpayer's desire of having a supple- 


mental excuse for being in Las Vegas where activities on behalf 


of the corporation carried the taxpayer. 


When a controlling stockholder devotes extensive time and 
energies to the affairs of his corporation, there may be a 
natural inference that the monetary remuneration which he 
expects to derive therefrom is the return of an investor. The 
return of an investor is gain from disposition of the corporate 
stock and the receipt of dividends upon the stock. As held by 
the Supreme Court in Whipple v. Commissioner, supra, if an 
investor's return is the only monetary benefit sought to be 
derived from a corporation as the result of the devotion of 
time and energies to the corporate affairs, such devotion of 
time and energies is not the conduct of a trade or business 
because investing is not a trade or business. The same con- 
clusion is reached under the approach of Hirsch. Where an 
investor's return furnishes the economic motivation for 
executive activities, the basic intent is not profit or income 
to be derived directly from such activities through compensa- 
tion for services rendered. Rather, the basic intent under 
such an investor's motivation is to derive an indirect benefit 
through enhancement in value of the stock or dividends thereon. 

Expectation of an investor's return in the form of divi- 
dends and gain from disposition of RushMore stock did not 
furnish the dominant economic motivation for Petitioner's 
activities connected with RushMore. As stipulated and found 
by the Tax Court, Petitioner had been engaged in the lumber 
and manufacturing business during his adult life, and in the 
course thereof had organized and held substantial stockholdings 
tmcomooracitons (R 38). If an investor’s return were the 


monetary benefit Petitioner sought from his corporations, he 


UNMQOUNLSCULY WOULD LAVOE LOeEaAAL COU SUS LOLULIL SOUS SHS MULL Jit 
lifetime. Yet, as further stipulated and found by the Tax 
Court, Petitioner never sold stock in a corporation controlled 
by him, and he never received a dividend from any such corpora- 
tiem (R 48). These background facts differ from those in 
Whipple, where the Supreme Court related that within a three~ 
year period the taxpayer was an original incorporator of seven 
corporations, and sold his interest in these corporations 

alemag Wath has equity in five others. Understandably, the 


Court in Whipple found an investor's return was the only return 


sought by the taxvayer from his activities connected with the 
corporate borrower. Such facts in Whipple contrasts with the 


following quotation from the stipulation, incorporated in the 


Tax Comet Landings (R 35-36, 48): 

i. .Pebitioner Gig nour termi niaione wien 
the intention of selianqe@ ene steered) OLorle 
or receiving any dividends..." 

Selling stock at a profit and receiving dividends are the only 
ways of deriving monetary remuneration from a corporate stock 
mmesemcmte Imview of this Sstipulation,gen investor Ss return 
was not the primary, much less the only monetary remuneration 
which Petitioner hoped to derive from RushMore. 

Under the doctrine of Hirsch v. Commissioner, personal 
activity need not generate an immediate profit to constitute 
the conduct of a trade or business, provided the basic dominant 
iceman 1s the ultimate yealization of gain or ingome from the 
activity. In other words, the activity cited as constituting 


the conduct of a trade or business must be motivated by the 


Gitimate realization of gain or income directly from the 


i 


activities. Negation of an investor's return as the economic 
benefit sought by Petitioner supports Petitioner's testimony 
that he was motivated by the expectation of ultimately receiv- 
ang when’ permnetted by ellamination of the SBA mestrictions: 
(1) salary for services rendered to RushMore (Tr 34), and 
we pecorat from the sale of timber Eo RushMore (Tr 24, 34, 54). 
This testimony of Petitioner was corroborated (Tr 79-80, 99). 
No competing or altruistic motivation has been suggested by 
the Commissioner. 

Hirsch v. Commissioner olaces no limitation upon how 
far in the future a person may look for the ultimate realiza- 
tion of the expected profit or income. Remoteness of the 
anticipated economic remuneration becomes a factor only when 
it casts doubt upon the actuality of the expectation. There 
is no room for doubting the actuality of the expectations 
in the instant case. As related in the preceding paragraph, 
uncontradicted and corroborated testimony establishes that 
Petitioner was motivated by the expectation of ultimately 
receiving compensation for services rendered to RushMore and 
profit from the sale of timber to RushMore, and the Commissioner 
has suggested no competing motivation. Certainly, actual 
realization of the motivating economic remuneration need not 
occur during such period of time as realization is precluded 
by first mortgage loan restrictions incident to the procurement 
of financing used for the installation of new facilities aimed 
at increasing the profit and income to be ultimately realized 
after elimination of the restrictions. Petitioner would not 


have caused RushMore to obtain the SBA loan imposing the 


Pesericcions if he did not believe the sacrifice of immediate 
realization was justified by the expected increase in the 
ultimate realization. 

While the SBA restrictions delayed the time when Peti- 
tioner could begin to reap the anticipated monetary benefits, 
the restrictions did not prevent Petitioner from performing 
services as an officer of RushMore or prevent Petitioner from 
engaging in timber transactions with RushMore. Petitioner was 
president of RushMore from the time of its formation (Ex 5-E), 
and Petitioner performed services for RushMore (R 47). Neither 
Gid the SBA restrictions preclude the Petitioner from engaging 
Tenet eemcactiOns with RushMone. Peta eloner acquired 
EwO Porest Service timber contracts covering 28,000,000 feet 
of timber and notifed RushMore that he held this timber for 
purchase by RushMore as needed (R 23, Ex 6 to Ex 5-E). He 
intended to sell the timber to RushMore at a profit if apprecia- 
Eom ta camber vades Justified a DrOLit (Tr 23-24), However; 
the SBA required that Petitioner sell these two Forest Service 
contracts to RushMore at cost (R 47-48) and further required 
that any additional timber be sold by Petitioner to RushMore 
at cost (R 52). Subsequent Forest Service contracts were 
acquired in the name of RushMore to eliminate the paperwork 
of taking title in Petitioner's name and then selling the 
timber at cost to RushMore (Tr 33-34), but such practice would 
have been changed when warranted by prospective removal of the 
SBA restrictions (Tr 24). RushMore could not have acquired 
the subsequent Forest Service timber contracts in its own name 


if Petitioner had not personally furnished the required 


Depeonmnance bonds. in a very real sense, Petitioner supplied 
cls AQGGLevOnal timber to RushMore. 

In the case of bad debts resulting from loans to a newly 
formed corporation, it is quite likely that a defaulting corpo- 
ration will never have generated the monetary remuneration 
anticipated by the founder. A person who receives none of the 
monetary remuneration which motivated the creation of his 
corporation needs a tax break more than one who has enjoyed 
some of the economic fruits. Tax provisions should not be 
interpreted in a manner which denies their benefits to those 


who need them most. 


™ 
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Wie mlan COurn (2rred Chwtatling tomcome ude Nac 20 
proximate relattonshtp extsted between: 


(a) Petecrioner smadvunces Cj. ol42., 900-050 oC 
RusnMore; and 


(tt) Pettttoner's trade or bustness activt- 
ttes connected wtth RushMore. 
ARGUMENT 
Until the Internal Revenue Code of 1954, the only 
nonbusiness debt exclusion read: 

",.ea debt the loss from the worthless- 
ness of which is incurred in the taxpnayer's 
trade or business.” 

A body of case law develoved the "proximate relationship" 
doctrine in determining whether the loss from the worth- 
lessness of a debt was incurred in the taxpayer's trade 

or business. This nonbusiness exclusion is now paragraph 
(B8) Gf Sec. 166(d) (2) of the 1954 Code. A new exclusion 
from the nonbusiness debt definition was added by the 1954 
Cecevwin tae Len of paragvanoh (A) £60 Sec. 166(d) (2) which 
reads: 

"(A) a debt created or acquired (as the 

case may be) in connection with a 
trade or business of the taxpayer; 
on 
The phrase “in connection with" of paragraph (A) added 
by the 1954 Code is a looser term than “incurred in". Cases 


considering Sec. 166(d)(2) of the 1954 Code have applied the 


proximate relationship doctrine without specifically consider- 


Pie rieGe cle saeGree OF relationship 26) ese exacting under 
paragraph (A) than under paragraph (B). 

A proximate relationship exists between a loan and the 
economic motivation for the loan. This is confirmed by 
Mead ome. Commassawoner (Znd Cint 1963) 325 F.2d 349, the 
leading post-Whipple decision on the proximate relationship 
doctrine involving the business vs. nonbusiness characteriza- 
Pom Oo: LOemsemade by stockholders to a controlled corocra-— 
tion. The question considered in Weddle was whether trade 
or business considerations must furnish the "primary" motiva- 
tions, or whether it is sufficient that the debt be 
“significantly” motivated by the taxpayer's trade or business 
even though there is a nongualifying motivation as well. 
Weddle neld that "Significant" trade or business motivation 
is enough. 

In Weddle, as in most other cases involving loans by 
Seeckiolders tO Controlled corporations, the Gitfieulty arose 
EEOMeEMe —COMpeting, Nongqualliying motivation ater oucable EO 
the stock investment. In the case of loans made to an 
established corporation during a period of economic decline, 
Eweetonaualirying MOLIVatilon iS OrOoteceion Gf une Stock 
investment. In the case of loans to a new corporation during 
MecomEcmmative stage, the Nonavalatying MOuelvatien is BotentiaL 
dividends and potential gain to be realized from enhanced 
stock values. Protection of investment was the motivation 


in Weddle, and the Tax Court expressed the problem as follows 


(39 T.c. 493 at 496 and 498): 


—-20- 


Ouaine cies Vedas in tsstey SCELe Loner: WOre EWO 
hats, one aS president and general manager of the 
company for which she received a substantial salary, 
and two as a major shareholder of a corporation with 
Meeweaighter owning the remaining Secock. 9 ine 
question which we have before us is to determine 
what hat petitioner wore the day she endorsed the 
corporate notes which she subsequently was called 
Ween tO partially pays: 


oeeoeeeeee#eece&$§5c“wneecskee#eeteetrkrk#eeeeeeeeeeeeteeeeeee 


Woot Ene assence, Nowever= Of Seates sunt relenc— 
ly s@enSitiwe to be able to ascertain the Exact per- 
centage of motivations which impelled their respective 
actions, we look to the main and dominant reason for 
Mieimedecelons. In the InStvame case, ue el ero ere las 
failed to establish that her dominant reason was to 
continue her business of being president and general 
manager rather than to protect her investment.” 
What if a stipulation of the parties in Weddle had eliminated 
protection of investment as a motivation for the loans? Then 
the taxpayer would have been wearing but one hat. 

Petitiomer did not advance $144,966.55 to Rushtore with- 
out economic motivation. To use the terminology of Weddle, 
the economic motivation may be a qualifying or nonqualifying 
one. The stipulation and the Tax Court findings eliminate the 
Becet Deemer Gividenads and realization of Gain from Sseock invest= 
ment as a nongualifying motivation for Petitioner's loans. 
Sometimes the interest rate may motivate a loan. This is a 
nongqualifying motivation unless the lender is in the loan 
business. Petitioner's loans were not motivated by the interest 
rate which was only 4% in contrast to the 6% rate on the SBA 
Mortgage. With dividends, gain from stock investment and 
interest rate eliminated as motivation candidates, what remains? 


No economic benefits have been suggested as motivation candi- 


dates other than compensation for services rendered as president 


ana Gain From Tne sasiCc OL Clinver, YOUN NeCessllaling Ene Con 
CuermOrwcmelaeGe Ole DUSGINeGss -Or attainment, and both Heing 
EnecuoU oe eCt Ol GxXECNSiIvVe ACEIVIELeS On tne part of Petitioner. 
These trades or business motivations stand alone without 
competition from nongualifying motivations. This supplies 
the necessary proximate relationship, whether the motivation 
need be “primary” or merely “significant”. Where loans are 
motivated by trade or business considerations with no 
competing, nonqualifying motivations, the loans are obviously 
“created in connection with a trade or business of the tax- 
payer". Nothing more is required to satisfy the nonbusiness 
debt exclusion under Sec. 166(d) (2) (A). 
In Whipple, the Supreme Court stated that an employee, 
to establish a proximate relationsnio between a loan and 
Ene business of being an employee, must furnish proot "that 
the loan was necessary to keep his job or was otherwise 
proximately related to maintaining his trade or business as 
Smeg, eCo f° 3/3 Ua. aos at 204. The Tax Coumercites 
this statement and observes that Petitioner's stock control 
precludes any contention he was required to loan RushMore 
money to keep his poSition (R51). The Tax Court ignores 
ume Supreme Cotizt's concluding phrase “or otMerwise proxi- 
iene Ly ‘ere iledree fs MciMealning MiSs tirade Gf bUSainess as an 
emoloyee". As aptly observed in Weddle (325 F.2d 3849 at 
Sas 
"Uyat Mrs. Weddle, uplike GTrent, did not 
have to fear being fired by a superior, is 
also not at all conclusive as to what she 
was trying to protect; she would have been 


Piece SOcn enough we Che compeny had to cease 
Cpeesaclons eneouga anabality Go Obtain credit 


- as she was when it ultimately did." 


Pettevene: s loans were an incrical part of the formation and 
fiveamcing Of RushMGre- Without the financing, RushMore would 
have been unable to employ Petitioner as president. Not only 
Gid the loans make the job of president possible, but the 
loans, together with the SBA loans, expanaced the scope of 

the presidency tnrough the enlargement of operations 
resulting from the addition of che DlaninG mm ane Gay hlins 
to augment the sawmill. 

Petitioner's loans were likewise proximately related to 
the business of selling timber. Without the financing 
augmented by the loans, there was no chance that RushMore 
could have become a purchaser of timber from Petitioner. Not 
only did the loans make possible the creation of RushMore as 
&@ purchaser, but the loans, togetner with tne SBA loan, 
increased the quantities of timber whicn RushMore could pur- 


chase through the enlarged overations. 
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Mie iGrOGur>L Errea they atling Lanconclude that a proxt= 


mate relattonsntp existed between: 


(UP Perit Gioner Ss Gavanceo mon 0144, (omens tC 
Rushtfore; and 


(it) WereLiiioner'’s ~rades and tovstnceses aettv ie 
CLES Connected with DuSs~ness erutiries on general 
or @ennected with Letco, ince. and Lundgren Sates 
Corporaviron tn particu lar; 
mie an COUrt having recognised Lhar Petitioner s acer ptiries 
tn regard to business entittes tn general, and Letco, Inc. 


and Lundgren Sales Corporation tn partrtcular, constrttuted the 


conduct of trades or businesses. 


ARGUMENT 

The argument under the preceding specifications of error 
primarily considered the activities of Petitioner connected 
With RushMore. Such activities did not comprise the whole of 
Petitioner's economic life. Petitioner's general occupational 
background and activities are summarized in the following quo- 
tation from the stipulation incorporated in the Tax Court 
hivoumeou (hk 17—1sby 3d): 

"Petitioner nas been engaged in the timber and 
lumber manufacturing business during his adult 
life. He has conducted this business through 
DeGenersitps and 2nclvyidual oOroorrecoOrsnios. He 
has also organized, has been and now is an officer 


GercnG nas Meld cmc mow moles Substantial stock— 
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holdings in corporations engaged in the timber 
and lumber manufacturing and sales business." 
tevwas Cnly Natural that Suca Gxtensive economic en= 
deavors should involve the conduct of some trade or business, 
eme, tne Lax Court so held in the following Key sentence of 
MmecwOolnilon (RR o0)¢ 
"We agree with petitioner when he states 
EMae 16 Waele Camervying On a erade er Susimiess 
Within the meaning of section 166 (d) (2), 
Internal-Revenue Code of 1954 (1) by rendering 
SeGrvices © COrrorations as an Gieicer and 
employee of corporations, (2) by selling timber 
CO VaArlOUs Siatlies 2O@r OrOtIt, ance (a) oy 
operating a sawmill and manufacturing lumber at 
His Plane an Siseercs, Oregon. 
Pine cleovVe uOtaemen, Emer Tax Court correcely (expresses 
the scope of Petitioner's trade or business. As there 
related, Petitioner was carrying on a trade or business by 
FeMeGering services tO CcO#BORALIOnsS eas an Officer and emcloyee 
Seeeeieomactons, aid by selling timber to vVaricous entities 
for profit. When explained in these general terms witnout 
(pmibeartoOn tO aGny DesstLcular corporacion OF Gncicy, 
Petitioner's activities in connection witn RushMore are just 
as much within the scope of such trades or businesses as 
Permuetoner’S aCclVletes In Connection with Lelco, Inc. anc 
Lunadgren Sales Corporation. The Tax Court erred in subse- 
Guewmee Semclens Of Les OCplmien which limrt tae above correct 


statement of Petitioner's trade or business by reference to 


Berelewlar corporate entities: 


Sees cicipor sa Mey COLoOrace emolover and Creation Of a 
mew purchaser ror timber would augment and expand tne trade 
or business of rendering services to corporations and selling 
timber to entities. Coverage of Sec. 166(d) (2) (A) requires 
only that the debt be created "in connection with a trade or 
business of the taxpayer". Petitioner's loans were an 
intrical part of RushMore'’s formation and development. After 
correctly recognizing that Petitioner was engaged in the 
business of rendering services to corporations as an officer 
and employee, and engaged in the business of selling timber 
ee VAlI@m@s EMcliles £Or A DYOLit, tne Tax Coure erred in 
failing to nold that loans essential to the formation of a 
new corporate employer and a new corporate purchaser of timber 
were loans created “in connection with" such trade or business. 

Even if the scope of the trade or business in which 
Petitioner was engaged is limited to rendering services as 
emeOnriecer and emolovee Go Lelico, Inc. and bunecgren= sales 
CoGgocracion, amd limited to tne selling of timber to Lélco, 
In¢c., Such limitation does not oreclude the establishment 
of a proximate relationshio between such trade or business 
and the loans to RushMore. When a taxpayer is engaged in 
the business of rendering services to two corporations as 
an officer and emoloyee for compensation, and engaged in tne 
business of selling timber to one corporation at a profit, 
loans incident to the formation of a new employer and a new 
PuUbeCiaSer OL Elimoer are still loans made “in connection with” 


SUCRE roeGes or businesses. 


PUWU NATL oO DVL LSI LIN YD LS ANNAN 
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The Tax Court erred in expresstng doubts as to whether 
Petittoner's advances of $144,968.55 created a genutne tn- 


debtedness rather than equity contributtons. 


ARGUMENT 

The reasons stated by the Tax Court for doubting 
whether Petitioner's advances created a genuine indebtedness 
(R 49) indicate that the Tax Court is advancing a warmed 
over version of the thesis which this Court emphatically 
powected in Tart v. Commissioner, @14 F. 24620 (9th Cir. 
1963). There, the taxpayer, Taft, transferred business 
Gissets Of Sl06,931.82 to leis magjierity owned corsemation in 
exchange for an unsecured, noninterest bearing demand 
promissory note in the amount of $106,931.82. Operating 
losses had previously exhausted paid-in capital, so the only 
assets of the corporation after the transaction consisted of 
the $106,931.82 in assets received from Taft, offset by the 
SiGe. co2 more to Taer, giving the COrocratiren, a zero net 
worth. Emphasizing the zero net worth, the Tax Court held 
the consideration for Taft's note was placed at the risk of 
the business, and concluded therefrom that the note repre- 
sented an equity rather than a creditor interest, John S. 
Wore weec (CCH Tax Ct. Mem. 1235..(1961). 

There was no equity cushion in Taft, and the $106,931.82 
consideration for Taft's promissory note was put at the risk 


of the business in that the corporation would be unable to pay 


Co a | 


Memeo COn@nNe Cxreene ENG amount BGalizaple EYOM cne Corporate 
assets was diminished by subsequent operating losses and de- 
crease in asset value. Obviously, no outside source would 
leave made an interest free advance of 5106,931.82 to Taft's 
BeseOractom. Li placing funds at ‘he risk OF the business, 
Pino otitty cOsObtaam Lunds from an OUESide Souree, are con-— 
trolling factors in determining the debt vs. equity issue, 
Peirce Geme: would Nave sustained “tne Tax Coumein Tatil rather 
than holding that the Tax Court's denial of debt recognition 
was clearly erroneous. 

All of the Tax Court's doubts concerning the genuine- 
ness of Petitioner's advances relate to why no outside source 
would have made the loans, and highlight the comparative 
risk of Petitioner's advances over the secured position of 
the SBA. Petitioner's advances sates placed at the risk of 
tne business in that RushMore would be unable to pay the 
notes to the extent operating losses and decrease in asset 
value reduced the net amount realizable from the corporate 
assets below the $125,000 equity capital. This risk is no 
different and no greater (if as great) than the risk assumed 
by Uert Wmder his $106,931.82 note. 

Petitioner and Taft were willing to make advances upon 
terms wnich would repel an outside source because of motiva- 
tions not possessed by an outside source. Taft had a 
Collateral MOriVvVakbion by Vircue Of his continuing ianterest 


in the transferred assets through his majority common stock 


— 


Ownershio. As stated under the preceding specifications of 
SaeOr, Pecicioner's Motivation was not the 4% interest rate, 
put was the trade or business motivation of receiving compen- 
sation for services rendered and profit from the sale of 
timber to RushMore when elimination of the SBA restrictions 
Bemmicted. A corporation would not be exploiting the poten— 
tial of the situation if it accepted conventional loan terms 
from a person expecting to derive collateral economic benefits. 
The fact that collateral considerations motivate a person to 
advance funds upon more liberal terms and at greater risk 

than would an outside source merely confirms the potency of 
the collateral motivation. It does nothing by way of disprov- 
ing an intent to create an indebtedness and attain the 
attributes of a creditor. 

Intent has always been the touch stone of this Court's 
PessOceieco Geile CObr VS. Ceourey Issue, Taste vesConmmiscioner, 
Suma, ac 623, Eootnote dy citing Wilshire & W Sandwiches, inc. 
Vem connrcslonen, 1/5 Pozde7 lta 720 (Sun Cir. eo); Maloney 
Ven oeeomeecr, 172 F.2cd 63e eat 641 (SEN Cili-ge 949%. Vinen a 
transaction is highly documented and the instruments involved 
are conventional in form with no ambiguities, the best evidence 


of the intent of the parties is the manifestation thereof 


5 Taft also may have had trade or business motivations. 
Presumably, ne received a compensation from the corporation 
ror services rendered. The issue in Taft was whether payments 
upon the note should be taxed as a dividend, not wnether the 
note was created in connection with Taft's trade or business. 


contalneca 1n tne anscruments, at Lease Whele CMe Sh yPpsoChemelng 


Pecmmenterion ana the conduct of the parties do not disclose 
7 
Pemincent conesany £O that manitested Gy the instruments. 


eee 


6 imeccoee Foods Company v.. Con sslomen (Za Cir. 1956) 
emote c io atts tne Court states that £ne vest majority 
Mmecee ve cauity cases involve “hybrid securities” = 
instruments which have some of the characteristics of the 
Meevenctional Gebt and some of the characteristics of the con- 
wencional ecuity. When such hybrid securities are involved, 
pperoplen of Chamacterization is one of considering each 
Meee on all Of les Eacts, but wnen Ene Instsuments amvolved 
mse conventional in form and contain no ambiguity on the face, 
miememesent 16 Getermined by the objective Manirestakwon cthere= 
Bate see instouments. This portion Of Kyete eeeec Comaany 
[me cueted With approval in the reeent case of United States v. 
erecer eros. Co. (Sth Cir. 15966) f2e ; eos uote para 
3. 


7 rele Security Commoany Vv. Commissioner: (9in Cir. 1960) 
PRoete2amoo7, and O. He meuse Crain & Uillingme Cemmrcsioner 
(marcia 1960) 279 F.2a 123, are cases an Enis category 
Where Conaget Contlicted with the documencation, 


in Wilbur Security Company v. Commissioner, che promis- 
sory notes bearing a fixed rate of interest anc dezinite 
maturity Gates were executed representing obligations that had 
Beenie existence for a long number Of years price ehereto 
upon which varying amounts had been paid by the corporation 
Pepiee tnan a fixed rate. This Court rejecced tae) taxpayer's 
Bemecte on that only tae circumstances GxisSting ia une tax 
years involved should be examined. Rather, this Court hela 
@ne facts for the subject years alone would not truly portray 
mcm ce elearmelorrocgemi 5 (270 F.20 ae 6O2)<) Se eXceinstant 
case, the documentation commences with the formation of 
RusnMore. 


Pie, en Secs Cini. SG Me Mi Coy. we emis emoner , — SUD ic, 
no payments were made upon the promissory note until a Kevenue 
Peete @uestionea the transaction a number Of years atter the 
Gatiescarte. § S0otKkeeping entrics inconsistent wath debt 
recognition were explained as “mistakes", and the taxpayer 
SMMC L ee eer aS a witness.  Altncugh enesvax Court's Opinion 
Pit eeeercinca heavily moon Wilbur Seeurity Company and O. H, 
Kruse Grain & Milling, this Court made only brief reference 


Sen teats CeCunities Company. 


~~ DOnllbosOLy 11005 sil COV LLU LU ee SUNY EKO Ul 
Mem Er rou MOregage Loan Strongly indicate dn intent on the 
8 
Bese Or: CNG promisor and wromisce Lo create an indebtecness. 


herenee Ss eavences Of G144,962.55 were evidenced by promis= 
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Pes Notes conventional in form subordinated only to the SEA 
as 


Mirst mortgage loen. Other documentation of the transaction, 
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Tate 


Been as the SBA loan application (Ex 5-5), ame SBA loan authori- 


meeiogn (fr /-G) refer to Petitioner’s advances as loans. A 
Puchhioce balance sneet orenared by an SBA representative snows 


Memieiones's advances as liabilities, not as capital stock 


[fo o-§)2 Worle mere labels ao not control tax Consequences, 

8 SuDOvCimacion £O a Liese Mortgage Cec eeorr 4. Never 
peen Faise@a as an obstacie to dekt recognition. Even subordina- 
mi@aqmcon all General Creditors, existing and auvuse, (setn as 
mer orineiwsal aia Liceresc) is nee Faecal £6 Gece Gua i UCation, 
epee Wevene leaqing Case Gc Commissioner Vv. Ome ee Bolding 
Mego, (6 Fcc 11 (2ndeCix. WSS5)2 “Culserer yy. emess lore, 
eres 20399 (2nd Cir. 1957) cites Commissioner v7) 2. P. 
Peeta. C02 .., Subra, as ean example of permissible Variation 
from classic debt. The recent case of United States v. Snyder 
Bios. CO. B20 (5th Cir. 1965); 66-2 USTC, para 9573 
meeee es ciae Commissroncr vy. O. 2. >. Peleing ceue., Supra, 
mepEersei=s the lawl en me Ghiect GE subordination bat dis— 
mime ue least nc) fact Gicuaeon On Loe Grounds tha che Garcicu- 
Peeeaoe sie tome eOuLstome in SHyvaer hvos Co, sreacered “cone 
Metider o= tne aebentures “practically héleleéss” to enforce any 
Piciecmae Cotbrascec EG emo SicWetton in O12. Pe eolcing Coro, 
Bie wos iees 8505, CO, empmesized the Leck Or ae eeeriction on 
Peavynene orca vyiaenes Curing bae ceriod of Subordinacion, such 
a restriction peed Seeccns 26 °0. Ps P. Seleumg Wesco. “Hare; 
Petitioner's notes were not subordinated to general creditors, 
the notes were Fully enrorceable upon aeémand arter retirement 
Ge teas see 1Oen Naying a six year Maturity, and the SEA loan 

omer 


7 
Semeement tee 12-0) oroeilbited: Rushtior ee 
or making any distributions uvon or in rede: 
while the SBA loan was outstanding, a perio 
the subordination of Petitioner's notes. 


m Dogs dividends 
Macon tL les SEOCS 
d co-extensive with 
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liarOrmitcy of terminology consistently aonlied in the docu- 
mentation of a@ transaction certainly helos to ascertain the 
ectual incent. This is particularly true when the terminolo- 
Ppeecwemo lOyed Dy a reputanlie third party Such as Ene SEA 
Peng 10 Selit Serving motivation for tne terminology. 


Metteostatrion Of Petitioner's Cmeecl tor imterm. concern — 


ed to the legal erect of 


Gi 


mee cic S144,968.55 is not limii 
the notes and the “loan” terminology. The forecast of cash 
receipts and disbursements attached as Exhibit 5 tot 
Se, toan application (Ex 5-=£) »srojected repayment of 
Petitioner's advances in full by May, 1957 without reference 
to profits. When the SBA shortened the requested first 
MersyagGe cCrm £rom ten to Six years, and required Subordaina— 
MiCOmMMOmurCrtElOner' S eaVances, Peliticner alcermedso1s intent 
Sie eOeene GxXECnt recuired by the SBA condieilens welmere rs 
no indication that Petitioner made a complete about face and 
Pneenced tne $144,968.55 as an indefinite’ commitment to 
equity capital. Petitioner's intent is reflected in an 
Sefering circular filed by RushMore with the Securities & 
Bxuchange Commission as part of a Requlation A registration 
(Ex 47-AU). After reciting Petitioner's common stock in- 
Semeee ume nuSseMObe, the Offering circular comeains tne 
following statement at the bottom of page 6: 

PENeacai tion, LeOnacc LuneeGren nolas S144,963. 35 
NMOCeS Of LSsuer. Jane feloo, 1c., an Orecon 
GOreoracion, Golds excls700C-00 note Of issuer, 
all to be paid after settlement of the Small 
Business Administration obligation under a 
Standby agreement. 


Thais confirms Petitioner's intent to have his advances paid as 
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POOL do YY SeaHLeS Gs bolt SClanitilalblcl OL LllO ODS. SUSOULR Lia eLOl) 
Pmeeeoue Limitation to profits. 
An agcitional note of realism 15 supplied when attain- 


Been 2 CreCITOr’S aBUcCrIouces requires Ene Giving up o 


Memes Oe GCtits. This Cour obsekved in Wart tGitat the [106,931.32 


crangeé in Ais oroportionate eculity interest. Here, Petition- 
Be S acvances did not increase his voting cower nor change 


PLS proportionate equity interest in RushMore. An increase 


=I 


id Dave Givem Pet cioner 
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me Pecicioner’s voting Dower wou 


, — ; a m1 4 ee fe 
peo 81iS Witte Ene ability to vote more tran two-thirds of the 


ror mergexs, consolidations and sale of assets, So an increase 
mop fPecit1Oner's voting eower to two-thirds had meaning - 
Bes cea sO. faking!) laAiS benerit which would nave resulccd from 


macaw e Onda! Stock interest, Paetitioser Soucr: Ene @-acrcributes 


da 5 a : “= P| Ue, ‘ (ONS Fue) et yee tn | te 
Peer eC eo U ll eeoGon oe tO “eae S144, 960055, Bnet reer. oO 


receive payment as soon as possibic after retirement of the 


oe 


re WLth general creditors. 


Ct. Mem. 1135 (1961), the Tax Court ignores all the individ- 
ualized manifestations of intent, and applies the objective 
standards of whether an outside source would make the advances, 
anc whether the advances were put at the risk of the business 
CO a greater extent than the Tax Court deems proper under its 
version of prudeht corporate financing. While such objective 
Lests may have some evidentiarv value in the absence of 


BPiarviduali zed manifestations, or in cases where the individ- 
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Couct for furtrer oroceedings on the cdebt vs. cadvital issue 


Senses taens Wit ene law Gt ehras Cimecuwle,. 
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So Jenese Mile CECCISIGgO: tee Pax Cour= ana allow exe Si29,000 
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